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Financial conditions have tightened since the beginning of Octealttiough they
recectd a bitin the past two weeksurther heightened volatility in the financial
markets may hurt economic sentiment and weigh on global dem#mel shortrun.

Trade talks between the US and China continue. It is in the best interest of both sides
i probably the US wore than China to reach an agreement. That said, until the
parties reach an agreement, uncertainty will continue to weigh on business confidence
and trade growth.

Economic growth moderated in the fourth quarnast year after slowing in the
precedingquarter.

Economic growth is expected to moderate gradually further in 2019.

Risks to our 2019 growth outlook are tilted to the downside.

Base effects and the recent decline inaoitl other commodity prices may weig
headlineinflation in the shortrun. Further tightening in the global labor markand

wage growthmaylimit downward pressures on core inflation.

Due toan increase inthe risk environment angéconomic uncertainty, the extent of
monetary policy normalizatiomay be more limited, and some major central banks
may even pause their normalization processes.

The recent decrease in US interest rate expectations may limitdieaing trend in

yield differentials between the US aather advanced economies in thiost-run,
beforetheystart narrowingprobably sometime in 2012020

United States(p. 7)
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So far thegrowth environment looks healthy, but various headwinds are expected to
begin taking a toll in the shorun.

Risks to our growth estimate are tilted to the downside.

Headline inflation is expected to fall further in the sham.

Continung tightening financial conditions may supparioredovish tone by the Fed
down the road.

Euro Area (p. 11)
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Economicactivity remairs soft, and leading indicators point to further moderation in
annual growth.

We revised downward our 20P®19 growth estimates.

Headline inflation is expected to moderate in the coming months.

The ECB may wait longer before tighteniitg policy if the current growth and
inflation trends will continue.



Leumi Global Economic Forecast, As danuary 2019

2016 2017 2018F 2019F 2020F
GDP1 Real Growth Rate
World 3.2 3.7% 3.6% 3.5% 34%
USA 1.6% 2.3% 2.9% 2.3% 1.3%
UK 1.8% 1.6% 1.3% 1.5% 1.5%
Japan 0.%% 1.7% 1.1% 1.4% 0.5%
Eurozone 1.7% 2.5% 1.9% 1.7% 1.6%
South East Asia (ex. Japan 4.5% 5.2% 5.0% 4.7% 4.4%
China 6.7% 6.9% 6.6% 6.3% 6.1%
India 7.1% 6.7% 7.6% 7. ™% 7.5%
Latin America -0.7% 1.2% 1.1% 2.0% 2.2%
Israel 4.0% 3.5% 3.2% 3.2% 3.8%
Trade Volume, Growth (%)
Global 2.3% 5.3% 4.0% 3.3% 2.™%
CPI, Annual Average (%)
USA 1.3% 2.1% 2.6% 24% 1.6%
UK 0.7% 2.7% 2.5% 2.1% 2.1%
Japan 1.0% 0.5% 1.1% 1.9% 2.3%
Eurozone -0.1% 1.5% 1.8% 1.9% 1.7%
Israel -0.5% 0.4% 0.9% 0.9% 0.5%
Interest rates, Year End
US Fed 0.500.75%| 1.25150% | 2.2525 & | 250-3.00% | 2.00-2.7%%
Bank of England 0.25% 0.50% 0.75% 1.001.25% | 1.251.75%
Bank of JapasPolicy Rate -0.10% -0.10% 0.00% -0.10% 0.00%
ECB-Main Refi 0.00% 0.00% 0.00% 0.10-:0.30% | 0.20-0.50%
Israel 0.10% 0.10% 0.25% 0.25-0.75% | 0.501.50%




The Biqg Picturei The Global Economy

Global outlook i economic activity (1/2): further heightened volatility in the financial
markets may hurt economic sentiment and weigh on global demand. Economic growth is
expected to moderate irR019. Risksto our growth outlook are tilted to the downside

1 Volatility in the equitymarketshas remained high since the publication of our previous monthly

report. The S&P 500 and Dow Jones indices recorded their worst December performance since
1931. The negative sentiment in the equity markets was globally Hraadd(chart 1) US
government bond yields fell significantly, and credit sps¢wve widenedSince December 24

volatility in the financial markets lsssomewhat receded from its periodical high levels, and the
equity markets have recoverddowever, tirther stress in the financial markets may weigh on
business sentiment and consumer confidence, and hence, it may weigh on domestic demand and
ease the paaaf monetary normalization processes around the globe.

Based omecentmonthlyeconomic dataglobal GDPgrowth slowedalbeit slightly in the fourth
guarter,in tandemwith the trend since the beginninglaétyear On the national levelhe USis
expected to register an economic slowdawrthe fourth quarter compared to the qaeing
guartermainly due to base effect$n addition, it should be noted thatanufacturing output
moderated during the last quartprobably on the back of the strongletlar anda softer global
economy. The recent decrease in oil and other commodity prices may weigh as well on
manufacturing activityn the shorrun at least

Economicactivity in Chinaalso moderated in the fourth quarter as credit growth continues to
moderate Business surveyswvhich are good leading indicators for future output, suggest that
China's economic activity may moderate further deandin the shodrun at least (chart 2yve
estimateaneconomic slowdown in 2019vhich posesome risk tahegrowth outlook for China's

largest exporting partner®ne of the major risks tour global growthoutlook remains the
uncertainty regarding the changes in US trade policies with itsgrgértners, and mainly the
prospects of the trade war with Chifauring January 7 delegations of both countries met and
discussed thefuture business relationships. Officials said that details will be released soon. It
seems the countries are progressing toward an agreement, but the uncertainty may continue to
weigh on market and business sentiment in the shorat least.
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Chart 1: Global Equity indices, US dollar terms
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Chart 2: China nominal GDP growth and PMI manufacturing
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Global outlook i economic activity @/2) - continued.

1 Euro area GDP economic growikely remained soft also in the fourth quarter on the back of the
protests in France, weakening confidence in Italy's business sector due to economic uncertainty,
continung moderation in external demarahd disruptions iautomobileproduction which took
a toll mainly in Germany (read moretime euro area section). In contrast, GDP growth in Japan
apparentlyaccelerated in the last quarter after contracting sharply ipré&aedingquarter on the
back of different natural disasters during the third quarter.

1 Based on recent business surveys, economic activity moderated further in December. According
to PMI data, the rate of output expansion slowed to-en@iith low. Thismainly reflected the
ongoing weakness in new export orders and backlogs. The future output component has remained
positive, but to a lesser extefihe Sentix global business expectations index dropped further
dowrnward The weakness in the leading indigatonay point to a further slowdown giobal

economic activity in the shertin (chart 3)

1 Based orthe latest data published by the CPB Netherlands Bureau, global trade rose in October
supported by thadvanced economiels seems thaannual growth irglobal trade has stabilized
recently (based on-Bionth average annual growth)apace of slightly less than four percent
(chart 4) Still, business surveys continue to point to further moderation in global naldestrial
production growth continues tonoderate, but to a lesser extent compared to the first half of 2018.

1 We expecthieglobaleconomy to slow gradually and moderatelyhie mediurmterm mainly due
to an expected slowdown in the US2013202Q andalso due to @ontinung slowdown in the
EU economy and in Chin&rowth in emerging economiesxcluding Chinajs expectedo
remain stableand even improve in some of the major economies, including India, Bxadil
RussiaOverall, we expect global growth to ease slightiym 3.6%in 2018to 3.5% in 2019 and
3.4% in 2020, with some increasing divergence in the metitum between the advanced and
emerging economies, as growth in the advanced economies is expected to moderate while growth
in EM economies is expected to remain constantp @ven somewhat accelerate. Risks to our
outlook are still tilted to the downsiddtrade war, China, monetary and financial conditions
tightening, etc,)and hence we do not rule out downward revisions to our growth outlook.

Chart 3: Global Business Optimism and GDP Growth
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Chart 4: Global trade and industrial production
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Global inflation and monetary policy outlook: the decline in oil and other commaodity prices
supports further moderation in headline inflation. Central banks may delay or halt their

normalization processes

1 The averagannualheadlineinflation rate in OECD economiesoderatedn November(2.7%)
after it reached more thamsevenyear high in October (3.1%)he decreasen November
inflation wasmainly due tolie decline in energy pricegce the beginning of October. In fact, it
should be noted thail prices roseslightly in the past fewalys after reachingn 18-month low
on December 2% The recent fall in oil prices was supportadinly by supply factors as global
supply growth outpaced demand forrgitently The global excessupply was driven mainlgy
oil productionexpansion in some majgroducers including the U&nd other notfOPEC
economies, includinRussiachart 5) Looking forward, we expedtteadline inflatiorto moderate
in the shorrunin some OECDeconomiesmainly due tdase effectand the recergignificant

decline in oiland other commodity prices

The OECD averageore inflationratealso moderated, albeit slightly, by 0.1 percentage point to

2.2% in November compared to 2.3% in the previous m¢uoitart 6) Looking forward, ore

inflation may also moderate, but to a lesser extent, compared to the headline measure, as

unemployment rates continue to falhd wage growth has been accelerating in some major

economies, including the US, UK, EAnd more.
In our opinion, thecontinung slowdownin economic activitythe expected drop in inflatian

the coming months, and the heightened risk environmentcavitinue tasupport anoredovish
stance among central bankasswe have seen recently, mainly by the Federal Reaad/&CB
officials. Recent communicatioinom the Fed's chairmaderomePowell, which was interpreted
by the financial markets as dovish, may limit the potential of a significant fiieningof the
rate differentials between the Wad other major emomies in the coming monthEhe recent
changes irexpectations maglsolimit the differentials ingovernment bond yields between US

Treasiries and other government bonds.
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United States

US growth outlook (1/2): so far the growth environment looks healthy, but various headwinds
are expected to begin taking a toll in the shoftun. Risks to our growth estimate are tilted to
the downside.

1 Based on the latest data, economic activity continues to grow solidly. Retail(cadet 1)
increased asxpected at the headline leveINovemberandwerebetterthan expected for core
sales(the strongest monthly rise in the past 12 montWéjh significant upward revisions to
October data, retail sales data point to healthy growth in US consumer gpéidirexpect
private consumption growth to remain healthy in the shortsupported by solid employment
relatively high consumer confidencand low gasoline prices. However, household demand
growth isexpected to slowhisyear as the positive impacttaik cuts fades. Also, rising household
borrowing costs may weigh on spending on items that are sensitive to interest rates, mainly
durable goods, led by vehicles and housihghould be noted that the recent volatility in the
financial markets will ontinue then it may hurtconsumer confidence, and thus private spending
as well

1 Industrial production rose in November supported by a sargening and utilities outpuOn a
yearoveryear basisindustrial productiomgrowth has somewhat accelerated, continuing to grow
at a healthy pacélowever,manufacturing output moderatedter contracting in OctobeAlso,
the 3month over 3month dataadd to other signs that may pointgoftness aheadchart 2)
Risks to growh in industrial production stem from, among other things: the strength in the US
dollar and weaker external demand, which may weigh on exports; higher interest rates; and the
recent fall in oil prices, which may weigh on drilling activity.

1 In addition, durable goods new orders growth slowed further in Noverfdiert 3i see next
page) which may attest téurther moderation in equipment investment growiRecent surveys
were positive regarding new orders, but the rise in borrowing costs in tamitletthe increase
in uncertainty may weigh further on equipment investment in the-showt least.

Chart 1: US consumer confidence and retail sales Chart 2: Industrial production & Manufacturing output
il 3-month/3-month, annualized
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US growth outlook /2) T continued.

1 The PMI indices, whiclserve aseading indicators, continue to point to some moderation in the
shortrun. The composite Markit PMI has continued its downward trend recently, while the
December ISMndices, bothmanufacturingand nommanufacturingdropped significantly othe
back of tke increase in economic uncertainghich will have some toll on domestic demand

1 Allin all, economicdata continue to point to further solid growvitithe currenperiod However,
there are some headwinds and warning signspbiait to a possiblanoderation in economic
growth in the shoftun, including the recenheightened volatility in the financial marketghich
may weigh on business and consumer confidensbortrun at leastthe fading effects discal
stimulus higher borrowing cosf2JSD strengthweak external demand slowdown in housing
(see chart 4)\anda moderation imrilling activity, as oil prices decline

1 Our GDP forecasts have not changaghificantlysinceour Decembereport. GDP growthikely
acceleratedn 2018to 2.9% from 2.3% in 2017, ands expected to moderate t03% in the
current yearOn the back of theecently released economic leading indicators data, and the other
risks mentioned abovesksto our2019 growth outloolarecurrently tilted to the dwnside We
expect further moderation in 2020, as growth may dip below 2%.

Chart 3: US new orders, durable goods, GDP and ISM index Chart 4: US home sales

557 6 Thousands

New orders, manufacturning durables exc. transportation, yly, % (LHS)
= ISM manufacturing survey (RHS 1)
== 1Y % change of GDP (RHS 2)

Source: Thomson Reuters Datastream and Bank Leumi

2014 2015 2016

New homes
Existing homes - (RHS 1)
—— Pending home sales index (RHS 2)

2017

2018

:115
F110
105
100

Lgs




US inflation and monetary policy outlook (1/2). headline inflation is expected to fall
further in the short-run. Continuing tightening financial conditions may supporta more

dovish tone by the Fed down the road

1 The CPI headline inflation measure decreased further in December to 1.9% from 2.2% in the
precedingmonth due to the decrease in the energy compordr.ore CPlinflation figure
remained firmer, above theed's target, at 2.2%hart 5)

1 The recent fall in oil prices, the Ullar appreciationand base effects are expected to push
inflation downward in the shorun. Inflation is expected to fall to around 1.5%, qedhaps
even lower, in thérst half of 2019 and remain low for most of the yelagforerecovering in

the fourth quarter of the year

1 Core inflation is expected to moderate as wellhe coming monthsut to a lesser extent
compared to the headline measwa® underlying fundamentlabor market, wage growth,
and domestic demand) are expected to remain solid, keeping the core rate tle$etb s

projected target.

1 As a result of the fall in oil and other commodity pricedlation expectationfiave fallen
strongly since théeginning of Octobefchart 6) Recently, oil prices have recovered from
their 18 month low.A further rise in oil prices may support a further recovery in inflation

expectations as well.

1 As a result of the tightening conditions in the financial markétsrecent dovishomments
made byFed officials and changing expectations toward growth and inflation, interest rate
expectations fell strongly recently. Currentiyarket basethterest rate expectatioase not
pricing inanyrate hikes in 2019, aritiere is anncreasing probability for a rate cut by the

end of the year or the beginning of next year.
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US inflation and monetary policy outlook @/2) 1 continued.

1 At its meeting on December 48 the Fed hiked the interest rate to between 2-251%
while the IOER was raised by 20bp to 2.40%, as expected. In tandem, the Fed revised
downward its median interest rate projections for 2019 and for the tomgday 20lp, and
currently it projects the median rate rising to 2.9% by the end of the year and rising further to
3.1% in 2020, suggesting wide gaps between market expectatiotie&ed's projections.

1 Inaddition, it should be noted that recent communicaticadenby Federal Reserve's officials
(including by the Fed's Chairman Powell and the Vice Chairman Claadd)the latest
monetary meeting minutes emphasized that the FOMC will be patient beither
tightening its policystance This mainly due to theightening in financial conditionss
implied in the financial stress indices (chart 7)

1 The recent tightening in financial conditiomas led us to revise downward our rates forecasts
in the shortrun to a single hike this year. The recent tightenirginslar to the trend in 2015
2016, when the Fed was forced to halt the rate hike cycle, which had started in December
2015, for approximately a year. A further increase of financial stress could lead to
cancelation ofthe single rate hike. On tlgtherhand a significant loosening in the financial
conditions may cause us to revise upvsanar interest rates estimate.

1 As aresult of the changes in interest rate expectatiothperceptions toward the future trend
of growth, in tandemwith the heightenedrisk environment, government bond yields
continued to fall in Decembgat both ends of the curve. The yield cureenained relatively
flat, mainly between the short end of the curve up until the metbam bondgchart 8)

9 Our 2019 yield curve forest (annual averages) was revised slightly downwatibdth end
of the curve but mainly at the shorend, due to our downward rates revisiBased on our
models, we expect the yietd-maturity on 18year bonds to averagel36 in 2019versus
3.2% in our previoug019 estimatéWe expect the yieklo-maturity on 2yearTreasuresto
rise to an average @f7% in 2019versus 3.1% in our previous estimate.

Chart 7: Financial stress and conditions indices % Chart 8: US yield curve
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Euro Area

EA growth outlook (1/2): economic activity remained soft, and leading indicators point to
further moderation in annual growth. We revised downward our growth estimates.

1 Thelatestreleased data suggest teabnomic activityin theeuro area (EAxontinued to grow
softly atthe end of the fotin quarter after the slowdown in tki@rd quarter November mdustrial
production fell in Germany fothe third consecutivenonth (chart 1) andit was weak in both
France (attributed mainly to the'yellow vest$ protests)and Italy which suffers from low
confidence in the business sector due to heightened political risk

1 It should be noted that political risk in Itafgded somewhatrecently after the government
approved the 2019 budget with a lower deficit target. That said, Italy's macroeconomic
environment is expected to remairy challenging in the shoerun at least, as: economic growth
may be weaker thaourrently expected; concerns marise due to the challenging funding
outlook on the back of the expected increase in the budget deficit; and possible snap elections
may be called

1 EA retail salesook somewhat better than industrial produciiomart 2) but household demand
has conhued tomoderaterecently Based on consumer confidence data, we expect ta see
moderation in private spending the shorrun at least That said, the potential for a further
significant deterioration ithe growth rate is limited, as unemployment continues to fall, wages
continue togrow, interest rates remain lownd oil pricesdecline. All thesesupport higher
purchasing power.

Chart 1: Germany industrial production Chart 2: Euro area consumer confidence and retail sales
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EA growth outlook (2/2)7 continued.

1 Business surveys, such #ee Markit PMI and European Commission's ESI, attest to further
weakness in Decembghart 3) while leading indicators point ta soft growth environment in
the beginning of the yeafhe composite PMI fell in December to itavestlevel in over four
years.The ESlresultswere consistent with the message ttenhefrom the Composite PMias
the indicator fell to its tweyear low.

1 The slowdown in growth in part reflected lower activity in France on the back of the protests that
led tothefirst fall in economic outpuin 2.5 years We expect further slowdown economic
activity in France in the shorun at least (chart 4 hat said, growth also weakened elsewhere,
led by Germany and Italy. Importantly, expectatipestainingto outputfell to the lowestevel
in over four years, suggesting that companies are not anticipating any revival in demand in the
shortrun. The softening in business sentiment may weigh on GDP grewiich continues to
trend downward.

1 Based on leading indicators, e not rule out an additional low quarterly growth rdiggure in
the fourth quartemwith further moderation in growth (ocay/y basis) in the shoun, slowing
towardthe potential growtlmate On the back of the receattivity data, waevised downward
our 2018outlook estimatéo 1.9% from 2.1%. In addition, due to the recently released leading
indicators and the risks tour outlook, we also revised slightly downward our 2019 growth
estimateto 1.7% from 1.8% in thpreviousestimateln our opinion, risks are currently tilted to
the downside.The main risks to the shemiedium term growth outlooknclude concerns
regarding changes in UBU trade policy, uncertainty regarding Brexite contining slowdown
in China,and other political and fiscal risks Europe

Chart 3: EA economic sentiment and GDP growth Chart 4: France GDP
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EA inflation and monetary outlook: headline inflation is expected to moderate in the
coming months.The ECB may wait longer before tighteningits policy if the current
growth and inflation trends will continue.

1 Headline inflation fell to 1.6% in December from 1.9% in Novemdgven by a significant
drop in energy inflation(chart 5) The headlinemeasures expected tanoderatefurther
during 2019reaching a trough in theecond othird quarter ifelow1.5%). On theother hand
core inflation is expected tshowmore durability to the easing in oil and other input prices,
andbe supported by services inflation during 2019

1 Overall, the latest economic data paint a picture of weaker growth and falling infitgon.
still donot entirelyrule out a rate hike next September in line with the ECB current forward
guidancebutif the recent softness in economic activity and inflation data will continue, then
the ECB may revise its forward guidanceatanoredovish sanceand wait longer before
tightening its policy We also daot rule out that the ECB will announce anotA&TRO
program in 2019.

1 Changing expectations toward the US Fed funds rate may limit the potentsfuidher
widening ingovernment bond yieldpread (chart 6) and limit the dowward pressure on
the euro exchange raté/e expectheightened volatilityin the financial marketdown the
road due to the existing risks, including trade protectionism, further possible downward
changes to the EA growth outlook, and political risks in the.lased orthe current macro
environment, welo not rule ousome geepening of th&A yield curve intheshortmedium

term

Chart 5: Euro area inflation Chart 6: Germany and the US

Twelve-month percentage changes government bonds' yields differential, Per cent
3.04 = [ 44

i egative deposit rate QE 1 QE2+ 1
25 +TLTRO | [ TLTRO I 3 31

! 2
2.0 Jrmmomen s e on cnw sy e s o o o v e e o o o o s e o g M i i

] y 11
1.07Y " WAWA | WMo ALY WS 2015 2016 2017 2018
051 - e ‘ 2Y yield differential, %
0.0 % + : | i

E ‘ 37
-0.5 { ‘ ] 25
10 | I e 21

2011 2012 2013 2014 2015 2016 2017 2018
. 1+ . . . L _ _ _____] . . —_—
Headline
Excluding food, energy, alcohol and tobacco 2015 2016 2017 2018
==== Inflation target 10Y yield differential, %
Source Thomson Reuters Datastream / Leumi

13




T

Disclaimer Notice

Any statements, data, and information in the Economic Outlook which appears to be
factual in nature are based on sources, including published sources, which Bank
Leumi UK believes to be reliable but has not independently verified. Bank Leumi
(UK) plc does not make any guarantee, representation, or warranty as to the accuracy
or completeness of such statemenfthis material is based on public information as

of the specifid date, and may be stale thereaftéfe have no obligation to tell you
when information herein may chang€onsequently, Bank Leumi (UK) plc is not
responsible for its contents nor any losses, expenditure or damages which may be
incurred as a result oélying on such content3Ne reiterate that no representation,
warranty or undertaking, express or implied is given to the accuracy or completeness
of the information contained in this presentation, and Bank Leumi (UK) plc does not
accept any liability fofosses which might arise from an attendee making use of the

information.
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